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3000 Briarcrest Drive; Bryan, TX 77802

June 5, 2014

Mr. Barry F. Mardock
Deputy Director
Office of Regulatory Policy
Farm Credit Administration
1501 Farm Credit Drive
McLean, Virginia 22102-5090

RE:  Proposed Rule on Standard of Conduct

Dear Mr. Mardock:

Capital Farm Credit’s (CFC) Board of Directors (Board) and management appreciates the opportunity to comment on the Farm Credit Administration’s (FCA) Proposed Rule regarding standards of conduct and referral of known or suspected criminal violations that was published in the February 20, 2014  Federal Register.  

The comments that follow were developed after discussing the proposed regulations with CFC’s Directors, receiving comments from our senior staff, discussing implications with existing agents and reviewing the proposed regulation with other Farm Credit System (“System”) stakeholders.

General Comments 

The proposed regulations contain several elements that we believe are not practical to efficiently and effectively implement or are overreaching into a director or employees’ outside interests. The enactment of the regulations, as presently proposed, will result in unintended consequences and stretch unjustifiably beyond the original comments to the 1994 regulation. The comments in 1994 stated the primary issues this regulation should seek to address are (1) the use of insider information for personal benefit; (2) participating in deliberations on any question affecting the interest of insider or any related parties; and (3) obtaining special advantage or favoritism from others. FCA should stay focused on the purpose originally stated instead of expanding the regulatory authority to include enforcement actions on employees, directors and agents.

The implementation and monitoring efforts to achieve compliance will likely result in qualified director candidates or prospective employees choosing to associate with other organizations outside of the System. The sum of effort and resources needed to evidence full compliance, police rather than provide advice and identify and address all reasonable exceptions is much greater than the amount presently devoted. Any additional benefit gained will be null to marginal beyond the impact of our current practices. Our concerns are addressed in more detail below. 

Specific Comments

As to 612.2145, subsections (a) (1 through 8), we agree each of the items listed should be prohibited, but we believe the exceptions in subsections (b) (3) (ii) and (iii) are unreasonably restrictive, especially as they relate to personal property.  In many cases, the director would not have resources readily available to determine if personal property was owned by the System institution in the previous 12 months and there would not be sufficient time or information available for the Standard of Conduct Official (SoC) to determine if the auction was open to the public and would have open competitive bidding and that the director would not have an advantage over other bidders. While some of these determinations seem routine and reasonable, directors do not always know which auctions they will be attending days in advance and SoCs are not always available on short notice. In addition, without written information to investigate and serve as documentation, the SoC cannot make a fully informed and documented determination. Placing these types of restraints on directors and SoCs will hinder the directors’ ability to prudently make timely and critical purchases. This hindrance will cause some qualified stockholders to decline nominations for open director positions and cause numerous inconsequential exceptions to be reported.

Likewise, the exception found in 612.2155, subsection (b) (4) (ii) is too restrictive as it relates to personal property, in that the employee may not have resources readily available to determine if property was owned by the System institution in the previous 12 months. Institutions with territories that span several hundred miles may acquire a piece of farm equipment and dispose of it through an auction located more than 100 miles away. It would not be reasonable or practical for an employee to know if the institution held the equipment as collateral in the previous 12 months. As mentioned above, this type of burdensome process would be a hindrance for employees conducting their personal affairs in an efficient manner and over time might cause some valuable employees to seek other employment and cause numerous inconsequential exceptions to be reported. 

As to 612.2136, subsection (a), the individuals and entities required to comply is expanded to include consultants who provide expert or professional services to the System institution.  This requirement is broader and considerably more comprehensive than the definition of “agent” in 612.2130.  Furthermore, subsection (a) (2) requires a third party to disclose a situation that “may present a conflict or the appearance thereof”. This requirement is impractical and implementation of such a practice would likely cause some consultants or vendors to cease performing services for System institutions. For example, a multi-national third party information technology provider could be delivering services to several institutions, or on a smaller scale, a shredding company could be providing services to multiple institutions. In order to comply with 612.2136, those third parties would need to disclose their relationships that “may present a conflict or the appearance thereof”. In all likelihood, those vendors would not be willing to accept or abide by a requirement that they make a full and complete disclosure of their client list. 
Similarly, in 612.2180 (d), an agent is prohibited from knowingly acquiring, directly or indirectly, real or personal property, including mineral interest, during their time of employment, within one year after the transfer of the property or the termination of the agent relationship, whichever occurs first. While the regulation uses the term “knowingly”, it is very difficult to determine what was known at the time of the transaction and it is subject to future criticism in the light of different facts potentially being available at the time of review. Trying to enforce this regulation on agents is unproductive, time consuming and not realistic but will again be a hindrance for individuals or companies we engage to perform needed services.   

Overall, requiring a Code of Ethics for an “agent” will create an unnecessary compliance burden and adds no value to the governance process.  A Code of Ethics is designed to reflect the values and policies of an organization.  As such, while a Code of Ethics makes sense for directors and employees, it does make sense for third party providers.  It would make sense to have the agent identify and disclose any known conflicts (other than dual representation) in the specific transaction in which they are engaged. While the current definition of agent is less than clear, it has been generally understood that agents are attorneys, accountants and appraisers that represent the System institution either regularly or on a transactional basis.  The types of professionals are licensed, regulated and subject to professional and ethical standards. If FCA desires to expand the definition of an agent beyond these types of professionals, specific guidance and/or examples should be provided.
 
As to 612.2170 (b) (7) (iii), requires the SoC to promptly report “a known or suspected criminal or standards of conduct violation by a director, employee or agent that may have an adverse impact on continued public confidence in the system or any of its institutions. This regulation uses subjective and broad terms that are open to wide and varied interpretation and will likely result in the reporting of immaterial or insignificant items since the regulation requires prompt reporting of suspected violations. As a practical matter, this could be construed to mean that all known or suspected violations would need to be reported since all “may have an impact on public confidence”. The reporting of suspected items is very much different than the reporting of investigated items as referenced in subsections (i) and (ii) that immediately precede this portion of the proposed regulations. 

Further into 612.2170, in (8) (iii), the SoC must investigate “complaints received against directors, employees, and agents”. The broadness of the term “complaints” extends into slow or poor customer relations by an employee that should addressed by a supervisor instead of the SoC. Many complaints are directed at performance and are not related to conduct or ethical behavior. 

The reporting requirements of 612.2170 (b) (7) are repeated in 612.2160 (a) (3) but 612.2170 (b) (7) uses the term “immediately”. The vagueness of the terms “promptly and immediately” are both subject to broad interpretation and it is unclear which word is indicative of the most speed. Also within 612.2160, the term “ensure” is used on multiple occasions. While the SoC can provide training material and information to directors, employees and agents, they do not possess the capability to ensure compliance as required in subsection (a). 

As to 612.2135 (b), the regulation states a broad list of laws and regulations to observe but goes further in listing instructions, procedures and guidance of the Farm Credit Administration. Expanding the list to include instructions, procedures and guidance subjects the director, employee and agent to achieving compliance with non-public documents, written reports, presentations, letters, emails or possibly even verbal instructions given by FCA staff members. The insertion of "and guidance" into this section appears to give FCA the ability to circumvent the notice and comment process by making any "guidance" have the authority of regulation.  We find this to be very problematic and contrary to the Administrative Procedures Act.  Mandatory compliance should be limited to formal documents that have gone through a legal rule making process or at minimum, public documents produced by a valid government authority. 

Regulation 612.2165 should be omitted in its entirety or substantially re-written to eliminate unrealistic, burdensome, impractical or subjective requirements. It is unrealistic and impractical to believe a maximum effort to implement the regulation as proposed is going to avoid or prohibit every standard of conduct violation, which appears to be the ambition of this regulation in subsections (2), (2) (iv) and (2) (v). It is impractical and burdensome to require directors, employees and agents to provide “prompt” reports to the SoC of any person or persons in violation of the institution’s Code of Ethics. The regulation is redundant in establishing reporting requirements for any activity that may require further investigation and reporting under 612.2301 when 612.2301 already contains reporting requirements. Redundancy appears again in subsection (3) that requires System institutions to ensure members of UBEs, which members are other System institutions, to comply with the employing institution’s standards of conduct.  

Furthermore, proposed 612.2165 (b) (2) (I) requires the adoption of policies and procedures that address the authority and responsibility of the SoC to review all loans before the supervisory bank’s approval under 614.4460 and 614.4470. This requirement results in inefficiencies in delivering credit to directors and employees that are stockholders because in many cases, the SoC is not always available as loans are processed. In order to achieve full compliance with this regulation, the Standard of Conduct Officer would have to review every loan to ensure 614.4470 (b) (1) and (2) are not violated. 

We agree that insignificant or immaterial exceptions are an important part of a reasonable and effective standard of conduct program, but requiring policies and procedures to establish criteria and conditions as stated in 612.2165 (b) (3 through 7) for every probable exception is not practical. An effort to comprehensively document the probable exceptions and to review them annually is burdensome on staff and the board. In total, proposed regulation 612.2165 is lengthy and is confusing to read and understand the different authorities and responsibilities of the board and the SoC. In addition, even the best effort of the institution’s board and SoC is subject to review and disagreement by a FCA examiner who may possess information that was not readily available at the time of the exception or may have a different interpretation of the significance, materiality or reasonableness of a specific situation. 

The requirement under 612.2160(f) to have documentation that agents (1) are subject to applicable industry or professional ethics standards, or (2) have certified to adhere to the provisions of the System institution’s Code of Ethics applicable to agents is overly burdensome and difficult to manage.  For instance, an institution should be able to reasonably rely on an appraiser or attorney’s good standing with their respective licensing board or bar without having to require documentation.

Under proposed 612.2145(b)(4), there should be a process or mechanism for the SOC Official and full Board to ratify a transaction after it has occurred where the facts and circumstances show that despite reasonable efforts to avoid such occurrences, a director or employee learns of facts that show that the other party is owned by or controlled by a borrower.  (This will become especially important if the information contained in disclosures and/or transmitted to the SOC is confidential and not readily available for employees or directors).

As to 612.2130 and the definition of a “controlled entity”, in many instances, there is nothing "controlling" about 5%.  FCA should take this opportunity to modernize the definition to one that is both more meaningful and consistent with the intent of the regulation. The percentage of ownership should be increased to a level that is significant enough to create an appearance of conflict to a reasonable person. While it is prudent to review and evaluate the percentage used in similar situations by other financial regulators, the percentage used in Farm Credit regulations should be reflective of the System. The current and proposed percentages are not reflective of the types of ownership that creates the appearance of conflict for our directors and employees. The disclosure of insignificant ownership interest is not meaningful and requires the Standards of Conduct Official to spend time reviewing insignificant matters.  

Furthermore in 612.2130, for the definition of “employee”, it is unclear if contract employees fall under the definition of employee, agent, or if they require a separate definition.  The lines appear to be blurred as to who is and is not considered an employee.  We recommend that "salaried" and "any non-salaried employee who receives a wage" be stricken for clarity.    

Also in 612.2130, the definition of “family”, we would recommend that the added language "and anyone whose association or relationship with the director or employee is the equivalent of the forgoing" be stricken because it appears to be somewhat open-ended.  If the FCA intends to include domestic partners, common law spouses, or adoptive children within the definition of family, then it should add these relationships explicitly.  In the alternative, the FCA could leave the definition unchanged because these other types of relationships would most likely be picked up by the requirements related to "any person residing in the [individual's] household".  We feel this would best represent what FCA is trying to achieve here.         




Conclusion and Summary Comments

In general, based on decades of interaction and involvement across the Farm Credit System, we believe the System is comprised of organizations and individuals with strong moral and ethical character. The ethical behavior of System representatives is recognized in the communities we serve as well as by investors that provide the System’s funding. While FCA may have evidence to the contrary in a few specific situations, the magnitude of any of these is not significant enough to warrant a major increase in regulation, either in written form or through examination activities. The reputation of the Farm Credit System is a result of the personality and character of the employees and directors that live and work in our rural communities; it is not a result of regulations or examination activities. 

[bookmark: _GoBack]Regulations that focus primarily on policing ethical behavior using burdensome rules do not get to the root of the issue. As an alternative, the Agency should focus more on ensuring training is provided for the SoC, the staff members, directors and agents. The cooperative concept, by its organizational requirements, is structured with built in conflicts. Thus, the appearance of conflicts cannot be avoided. However, through education and improved awareness, issues that are true conflicts of interest can be minimized.

We believe the current regulations, although outdated in some areas, have been effective guidance for the System so, other than adding clarity to some definitions and clearly stating if and how agents should be included in current regulations, no re-writing of regulations in this area is needed or justified. 

Respectfully submitted,

[image: ]
Phillip Munden, Board Chairman
Capital Farm Credit, ACA
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